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National Association of Cost Accountants 


INDUSTRIAL ACCOUNTING AS 
AN AID TO MANAGEMENT 


PRIMARY FUNCTION OF INDUSTRIAL ACCOUNTING 


The test of industrial accounting as applied in any manufac- 
turing plant is its utility as an aid to management. A system of 
industrial accounting, to be of practical worth, must serve as a 
dependable guide to the executives in the administration of manu- 
facturing operations. It will be found that the best organized 
concerns have developed forms of current reports that reveal to 
the executives variations between actual and standard performance 
which in turn point the way to economies and increased output. 


The failure of many small plants to expand their business 
has been due to the fact that the executives have not learned to 
avail themselves of records as a means of control and direction of 
production. The scope of their administrative capacity accordingly 
has been restricted. They have not appreciated the possibilities 
for production on a larger scale and for reductions in cost which 
await the development of an adequate scheme of industrial account- 
ing. Failing to perceive these possibilities or the means of real- 
izing them, they allow the department of accounts to remain a 
mere annex to the factory instead of making it an essential and 
vital part of the organization. 


Production upon a large scale cannot be undertaken success- 
fully without dependence upon industrial accounting. This has 
been demonstrated by the experience of the larger corporations. 
The successful ones have spared no effort or expense to organize 
their industrial accounting methods so that the results could be 
put into practical use from an administrative standpoint. It would 
not be possible otherwise for the managing heads of the largest 
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corporations to gauge the relative efficiency of numerous and 
widely scattered manufacturing units. 


The writer is not referring to the general accounts of a 
corporation which are reflected in the profit and loss statement. 
Such accounts are of great value, of course, for they show the 
profits which have been earned over a period as the result of the 
combined activities of financing, purchasing, manufacturing, and 
selling. Such statements should be available for the executives, 
directors and stockholders. This, however, is not the function of 
industrial accounting. The task of the manager in charge of 
manufacturing is, in a word, to produce goods in sufficient quantity 
and at low cost. He is constantly aiming to effect reductions in 
cost. [t may be said almost that he has to shape the profit and 
loss statement before the record thereof can be written on the 
books. He knows in advance of production, as a rule, what the 
selling prices are and his problem is to so organize production that 
the goods can be turned out at a cost commensurate with the 
known selling prices. In directing production on a large scale, he 
needs reports which will disclose whether the output of the factory 
is measuring up to the standard which he has planned, whether 
labor costs for the factory as a whole are being kept within the 
bounds which will allow a fair profit, whether materials are being 
utilized without excessive waste and whether the overhead ex- 
penses of the producing and non-producing departments are being 
confined within the predetermined limits of a budget. These 
objects are accomplished through industrial accounting. 


It is evident that the planning of an adequate scheme of 
industrial accounting as adapted to a particular plant is primarily 
a problem of organization and management. It should be at- 
tempted only by one who is familiar with the operating require- 
ments of the business and who understands the necessities of or- 
ganization in large industries. The factors of cost and output which 
have the greatest influence on ultimate profits must be discerned 
and practical means must be found for translating them into charts 
or reports. A suitable type of system and construction of its de- 
tails cannot be determined without an understanding of the general 
operating policies of the business. 


REQUISITES OF INDUSTRIAL ACCOUNTING 
The requisites of an effective system of industrial accounting 
may be summed up as follows: 
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First: It should furnish comprehensive information, which 
covers the entire field of manufacturing operations of the business 
and includes all the factors which the manager in charge of manu- 
facturing should watch and control. 


Second: It should furnish information in condensed form, for 
executives have little time for consideration of details and hence 
must focus their attention upon significant figures which exhibit 
results in perspective. 


Third: It should supply information promptly, for otherwise 
opportunity for correction of inefficiencies in operation may be lost 
or postponed too long. 


_ The ordinary profit and loss statement does not fulfill these 
requirements. It is not expressed in terms which alone would 
enable a factory manager to discover inefficiencies. The task of the 
manager in charge of manufacturing, as has been stated, is to keep 
the items of manufacturing cost within limits which will result 
in a profit. He must control operations and introduce economies 
and corrective measures with a mind to their effect upon the profits 
on orders yet to be processed. A profit and loss statement is 
merely a proof of what his efforts have accomplished with respect 
to orders already completed. It does not disclose the facts which 
would permit him to minimize the costs of future operations. 


MEANING OF THE TERM INDUSTRIAL ACCOUNTING 


The term “industrial accounting,” as used in this article, is 
equivalent to cost accounting in its broadest sense and denotes a 
subject of wider scope than is ordinarily conveyed by the term 
“unit cost accounting.” Unit cost accounting is an important 
division of industrial accounting. Unit costs must nevertheless be 
resolved into composite figures to be useful in management from 
the executive’s viewpoint. An executive cannot, for lack of time, 
inspect the unit costs of a variety of products, though he should by 
all means insist that unit costs be compiled and reviewed by his 
factory accounting department. He must confine his attention 
necessarily to the main factors which, if properly controlled, make 
for low cost in the production of all articles in the plant. The 
unit costs will take care of themselves, if a manager maintains 
production in large volume, controls and reduces labor costs and 
expenses in the aggregate, and insures economical use of materials 
and supplies. 
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RELATION OF UNIT Costs TO SELLING PRICES 


The relation of unit costs to selling prices is frequently mis- 
understood. A business man must rely to a great extent upon his 
judgment and sagacity in reaching a decision as to what prices to 
quote or accept. With him it is more a question of trading and 
forecasting the future than deducing from records of past costs. 
From a manufacturing standpoint, however, the relation of unit 
costs to selling prices has an important bearing in management. 
Let us consider the significance of that relation. 


Selling prices usually hold for a season or contract. The price 
of a 1920 model of an automobile under conditions imposed by 
competition must be announced at the beginning of the season and 
cannot be changed ordinarily after allotments have been arranged 
with distributors. Textile mills make their prices known at the 
“opening”’ twice a year and are thereupon committed to a fixed 
schedule for six months. This principle is not confined to concerns 
like automobile plants which turn out one type of car varying 
slightly in models or to textile mills which weave a limited line 
of styles in one grade of cloth, for it is inherent also in the operat- 
ing methods of plants which manufacture a variety of products. 
The prevailing practice, which affects nearly all trades and fac- 
tories, is that orders must be taken at a price prior to production, 
or ip quantities larger than it is practicable to carry in stock. 
Orders taken to be billed at prices current at time of shipment is 
temporarily in vogue in certain trades, but this cannot persist as 
a general business practice under normal competitive conditions. 


Selling prices as fixed or accepted by the manufacturer are 
based on assumed costs of labor, material and expense. His judg- 
ment is that the margin between the selling prices and assumed 
costs is wide enough to allow him a profit. “therwise, he would 
not accept the orders.'’ The profits which are actually realized 
after production has been completed and sales have been con- 
summated depend largely upon the success of the manufacturer in 
keeping his costs within the bounds set in fixing or accepting sell- 
ing prices in advance of production. 


Knowledge of unit costs of products completed in a prior 


‘Occasionally it may be advisable for a manufacturer to accept orders which 
will produce a loss instead of yielding a profit, but this is an infrequent 
exception to the general rule. 


6 


| 
1 
| 


period aid the manufacturer in determining what prices he can 
afford to accept on future production; that in fact is one of the 
functions of unit cost accounting. Industrial accounting, however, 
is not restricted to the determination of unit costs. An important 
and imperative object of industrial accounting is to inform the 
executive whether the current operations of the plant are being 
conducted so that the assumed profit, which was anticipated when 
the orders were accepted, will actually be realized after production 
is completed. In other words the executive must know whether 
actual labor, material, and overhead costs of the plant as a whole 
compare favorably with the assumed costs; and whether the volume 
of production (which determines the amount of overhead expense 
that shall be borne by the various products) is being maintained 
at the scheduled rate. It is one thing to negotiate a price; it is 
another to decide whether to accept or refuse a price which will 
yield a certain profit from an assumed cost. That is a function of 
salesmanship. It is quite a different matter to direct the manifold 
operations of production so that the costs of the completed articles 
will not exceed the assumed costs. This is a function of factory 
management aided by industrial accounting. 


UNITS OF MEASUREMENTS 


When the purpose of industrial accounting is considered in 
this light, it will be seen that the installation of improved methods 
should proceed from the apex, rather than the base, of the factory 
organization. Of foremost importance is the selection of the major 
factors which offer the greatest opportunity for regulation and con- 
sequent savings with a minimum of administrative machinery. 
The fundamental factor in certain industries is the common unit 
of production. 


Every plant should, if feasible, have a unit of measurement 
by which all costs and quantities can be converted into comparable 
figures. Without such common denominator, costs of the plant as 
a whole cannot be related to output. Gross costs may be increas- 
ing 10% per month, but this observation in itself has no special 
significance. At what rate is output increasing? Is the cost per 
unit more or less than in the preceding period? Unit cost records 
would answer these questions with respect to individual articles or 
pieces, but the manager seeks information relative to the perform- 
ance of the factory as a whole. 
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In the rubber tire industry, for example, the number of tires 
produced is not the common unit, as might be supposed at first 
thought. There are too many sizes and types of tires to permit of 
reliable deductions being drawn from statistics based on the total 
number. The proportion produced of each size, moreover, varies 
from week to week so that the “average’’ size is not a constant. 
The common unit has to be derived by taking a given size of a 
particular type of tire as the basis, and converting the number 
produced of all other sizes and types into an equivalent number of 
“base’”’ tires. The conversion is done by means of differentials 
which are calculated from the standard labor hours required to 
complete each tire. 


Textile mills determine their common units in a similar way. 
The number of square yards woven of each fabric is translated by 
means of a differential into the yards of the “‘base’”’ fabric. Yarns 
are converted also, but the unit for yarns must always be handled 
separately from the unit for fabrics, which means that a mill 
which has both spinning frames and looms must treat the two 
departments as entirely distinct divisions. 


In the automobile industry the “‘balance”’ in production is quite 
as important from an operating standpoint as the quantity of out- 
put, for the output of completed engines or cars is limited to the 
number of entire sets of component parts manufactured. If the 
production of a single component part is not timed properly, the 
assembling of the cars will be delayed. It is a constant problem 
before automobile manufacturers, therefore, to regulate the produc- 
tion of each part so that deliveries of cars will not have to wait for 
missing parts. In the most highly organized factories continuous 
production proceeds on each operation in accordance with a pre- 
arranged and balanced schedule. Such plants measure output in 
total number of cars assembled, and reports of parts “out of 
balance”’ are given immediate attention. 


FAcToRS VITAL TO MANAGEMENT 


The following may be suggested as among the most important 
factors which should be reported to the manager in charge of 
manufacturing: 

1. Direct hours. (The total actual hours should, wherever 
possible, be related to total standard hours, for the per- 
centage of variation is an indicative factor.) 
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Indirect hours. 


3. Number of workers per normal week. 


16. 


Number of workers (a) hired, (b) discharged, and 
(c) resigned. 


Average labor cost per direct hour. 


Assumed direct-labor hours required to produce sales 
orders accepted. 


Assumed average labor cost per direct hour required to 
produce sales orders accepted. 


Idle machine hours due to (a) repairs, and (b) other 
causes. 


Production orders awaiting receipt of raw materials. 


Cost of raw materials contracted for and not delivered. 


. Assembly orders awaiting component parts. 


. Worked material rejected on account of defective work- 


manship. 


. Overhead expenses as predetermined by budget. 


Overhead expenses incurred. 


Overhead rate per direct hour as predetermined by 
budget. 


Actual overhead rate per direct hour. 


Many of the above factors should be divided by the common 
unit of output to give figures that will be more readily comparable. 
In the absence of a quantity unit of measurement, factories which 
manufacture a great variety of articles should divide the number 
of direct hours into total costs in order to obtain comparable 


figures. 


All of these factors will not be adaptable to every plant for 
their application would differ according to industry, operating 
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methods, and size of organization. They do illustrate, however, 
variable elements which are subject to regulation and control when 
once brought to the attention of the manager. By giving heed to 
the fluctuations in such factors from week to week, he can detect 
the most urgent needs for improvement. The effect of his cor- 
rective measures can be most far-reaching because these factors 


enable him to visualize the multifarious operations of the entire 
plant. 
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